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Construction Contractors 
Industry Developments—1993
Industry and Economic Developments
As expected, 1993 continues to provide both challenges and oppor­
tunities for the construction industry in the United States. Tougher 
competition, longer bid lists, and thinner profit margins, on the one 
hand, are offset by increases in select bid participation and some pure 
negotiated work, on the other. Increasing workers' compensation 
obligations, demand for better safety and loss control programs, 
restricted surety capacity, improper contractual risk transfers, environ­
mental liabilities, and insurance coverage gaps are among the many 
important risk issues facing the industry.
Low interest rates are continuing to support the housing market, 
although consumer confidence is still wavering. The single-family 
component remains strong, with building activity in the southern 
states leading the way. Mortgage interest rates recently touched a 
twenty-year low. This trend, along with more reasonable home prices, 
has returned affordability to the market after the tremendous rise in 
property values throughout the 1980s. Although it is possible that 
interest rates are near their lows for this cycle, it is expected that favorable 
rates will remain available to consumers over the next few years, 
permitting house-building activities to increase.
The country's unemployment situation has improved only slightly, 
and if this condition persists, the housing market could feel the effects 
of a scarcity of eligible consumers. Housing starts in the South and 
Southwest continue to post year-to-year gains. During 1992, housing 
starts increased 20 percent in the South and 25 percent in the South­
west. Both regions were above the national average increase of 19.4 
percent. The Southwest has one of the lowest home ownership rates in 
the nation. This, coupled with the region's sharp increase in personal 
income (approximately 5 percent) and steady employment growth, 
should keep the demand for new housing strong through 1994. The 
Midwest has seen a decline in housing starts of approximately 9 percent 
during the first half of 1993, compared to the same period in 1992. 
Heavy rains have kept the ground too wet for foundations to be laid. 
This is expected to be a short-term problem, though, because the flood 
damage will need to be repaired.
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Overbuilding during the 1980s has led to high vacancy rates in office 
buildings, hotels, and other commercial buildings across the nation. 
Experts estimate that the commercial real estate slump will persist well 
into the middle of the decade. The current downturn has been shar­
pened by the record collapse of hundreds of financial institutions in 
the past few years. The failure of many of the most aggressive lending 
institutions and tighter regulation of the remaining institutions have 
led to credit restrictions for the real estate industry. Tighter credit has 
led to falling asset prices, which makes it more difficult to justify new 
commercial construction.
Overall and Specific Risks
Due to the unique nature of a construction contractor's business and 
the extensive use of estimates, audits of construction contractors can 
be relatively complex. Estimates relating to future events affect the 
determination of contract costs, revenues, gross profits, and percentage 
of completion.
An assessment of the degree of overall audit risk involved in a con­
struction contractor's financial statements can be made by reviewing 
total gross profit from contracts in progress. As the percentage of gross 
profit subject to the estimating process increases (that is, the percentage 
of contracts in progress as opposed to completed contracts increases), 
there is a greater reliance on estimates and a corresponding increase in 
audit risk since the construction contractor's working capital, equity, 
and income will be based largely on these estimates.
The following specific conditions generally indicate increased audit 
risk:
• Lack of controls or weak controls over bidding and estimating 
projects
• Inadequate review procedures over the drafting of customized 
construction contract documents
• Increased frequency of losses on contracts
• Apparent incompetence, lack of skill, or inadequate training of field 
personnel bidding on contracts, estimating contracts' progress, 
and estimating costs to complete contracts
• Recognition of declining gross profit rates on contracts in progress, 
instead of on completed contracts during the period
• Variability in gross profit rates realized on completed contracts
• Deteriorating gross profit rates toward the end of the accounting 
period
• Inadequate monitoring of projects in progress
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• Increase in underbillings on contracts
• Inadequate oversight of subcontractors' operations
• Decrease in cash flows
• Increase in bank borrowings
• Notes or accounts receivable from related parties
• Participation in unaudited joint ventures
• Unsophisticated financial information techniques for preparation 
of financial statements to be reviewed by sureties for bonding
• Inadequate monitoring of the progress of pending litigation
Audit Issues and Developments
Estimated Costs to Complete
The construction industry continues to face reduced activity and a 
resultant reduced profit margin on bid work. This reduced level of 
activity may continue for the next few years. Given this environment of 
reduced profit margins, auditors should carefully review the contractor's 
estimated costs to complete to determine whether losses may be 
incurred on the contract. As indicated in the AICPA Audit and 
Accounting Guide Construction Contractors, one of the most important 
phases of the audit of a construction contractor relates to estimated 
costs to complete contracts in process, since that information is used in 
determining the estimated final gross profit or loss on contracts. 
Estimated costs to complete involve expectations about future perfor­
mance, and the auditor should—
• Critically review representations of management.
• Obtain explanations of apparent disparities between estimates 
and past performance on contracts, experience on other contracts, 
and information gained in other phases of the audit.
• Document the results of work in these areas.
Because of the direct effect on the estimated interim and final gross 
profit or loss on the contract, the auditor should evaluate whether 
the contractor's estimate of cost to complete is reasonable. AICPA 
Statement on Auditing Standards (SAS) No. 57, Auditing Accounting 
Estimates (AICPA, Professional Standards, vol. 1, AU sec. 342), provides 
guidance to auditors on obtaining and evaluating sufficient competent 
evidential matter to support significant accounting estimates in an 
audit of financial statements in accordance with generally accepted 
auditing standards.
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Job Site Visits
In certain situations, visits to selected job sites are essential for the 
auditor to understand the construction contractor's operations and to 
relate the internal accounting information to events that occur at the 
job sites. In addition, such visits can provide invaluable first-hand 
information about the physical status of projects and operational 
problems. Job site visits are required when the auditor intends to 
assess control risk at the site as low or when the related accounts 
cannot be substantiated by other procedures. Although the level of 
accounting functions (and related control procedures) varies depending 
on the size of the project, one objective of a site visit is obtaining infor­
mation and supporting documentation to evaluate the reasonableness 
of the progress of the project to date. The auditor may perform such 
procedures as—
• Identifying uninstalled materials that should be excluded when 
measuring progress toward completion, and noting physical 
security over such materials.
• Discussions with job site personnel as to the status of labor hours 
incurred to date and estimates to complete, including evalu­
ating those estimates by observing the physical progress of the 
project. If the project is complex, the auditor should consider 
engaging the services of a specialist [see guidance in SAS No. 11, 
Using the Work of a Specialist (AICPA, Professional Standards, vol. 1, 
AU sec. 336)].
• Observing contractor-owned or rented material.
• Discussing with job site personnel issues that may affect the 
estimated total gross margin (such as problems encountered or 
operational inefficiencies).
Going-Concern Issues
The economy has had a significant effect on the construction 
contracting industry and there have been high failure rates among 
contractors in recent years. Auditors of construction contractors should 
be alert to conditions that may indicate the existence of substantial 
doubt about the contractor's ability to continue as a going concern. 
Going concern problems are discussed in detail in Audit Risk 
Alert—1993. Some construction contractors may be emerging 
from bankruptcy, in which case, the auditor should consider whether 
the contractor is following the guidance of AICPA Statement of Posi­
tion 90-7, Financial Reporting by Entities in Reorganization Under the 
Bankruptcy Code.
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Environmental Issues
The Environmental Protection Agency is empowered by law to seek 
recovery from any party that ever owned or operated a contaminated 
site, or anyone who ever generated or transported hazardous materials 
to a site. In view of the liabilities that may result from owning contami­
nated sites, virtually all real estate transactions entered into today give 
consideration to environmental liabilities. Auditors of construction 
contractors that face such claims should carefully consider whether the 
accounting and disclosure requirements of Financial Accounting 
Standards Board (FASB) Statement of Financial Accounting Standards 
No. 5, Accounting for Contingencies, have been met. They should be 
cognizant of the consensus reached by the FASB's Emerging Issues 
Task Force (EITF) in Issue No. 93-5, Accounting for Environmental Liabili­
ties, that, among other things, an environmental liability should be 
evaluated independently from any potential recovery and that the loss 
arising from the recognition of an environmental liability should be 
reduced only when a claim for recovery is probable of realization.
Auditors of public construction contractors should be aware of the 
Securities and Exchange Commission's (SEC's) Staff Accounting Bulletin 
(SAB) No. 92, Accounting and Disclosures Relating to Loss Contingencies, 
which addresses issues related to loss contingencies, focusing primarily 
on environmental and product liability contingencies. The SAB provides 
the SEC staff's interpretation of current accounting literature related to 
the following:
• Offsetting probable recoveries against probable contingent liabilities
• Recognition of liability for costs apportioned to other potential 
responsible parties
• Uncertainties in estimation of the extent of environmental or 
product liability
• The appropriate discount rate for environmental or product liabili­
ties, if discounting is appropriate
• Accounting for exit costs
• Financial statement disclosures and disclosure of certain informa­
tion outside the basic financial statements
Significant Real Estate Holdings
Some construction contractors may have significant real estate hold­
ings. Because of the weak real estate market, certain current values are 
significantly lower than those even as recently as six months to a year 
ago. One of the factors contributing to the rapid decline in values is 
the emergence of substantial real estate portfolios available for sale.
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Even recent independent appraisals may have failed to fully reflect 
current market conditions as the appraisal may be based, in part, on 
specific assumptions stipulated by the company ordering the 
appraisal. Real estate, although traditionally considered a long-term 
investment, is currently even less liquid than in prior years, because of 
excess supply and limited credit availability.
The following are some conditions which may indicate a need for 
auditors to further consider the appropriateness of real estate valuations 
and related disclosures:
• Cash flows from operating activities are insufficient to cover debt 
service.
• Current occupancy rates indicate that the future cash flows to be 
received from the investment are lower than the amounts needed 
to fully recover the investment's carrying amount.
• Properties held for sale remain unsold at subsequent balance- 
sheet dates.
• The number of delinquent loans or repossessed properties has 
increased.
• The value of the real estate that collateralized nonrecourse mort­
gage loans has declined.
• Other investors have decided to cease providing support or to reduce 
their financial commitment to the real estate project or venture.
• The previous year's auditor's report contains an explanatory or 
emphasis paragraph relating to real estate investments.
When circumstances such as these are present, auditors should con­
sider the need for appropriate write-downs or reserves and the impact on 
any disclosures required by FASB Statement No. 107, Disclosures about Fair 
Value of Financial Instruments, or voluntary fair-value disclosures. Interpre­
tation No. 1, Performance and Reporting Guidance Related to Fair Value 
Disclosures, of SAS No. 57 (AICPA, Professional Standards, vol. 1, AU sec. 
9342) was issued in February 1993 to provide auditors performance and 
reporting guidance related to fair-value disclosures.
Economic Conditions
In periods of economic distress, contractors may assume greater 
risks, one being the use of a low bid from a subcontractor who could not 
obtain a bond. In these cases, the contractor is taking the risk that the 
subcontractor may not be financially stable, which may affect the sub­
contractor's ability to complete the contract. Auditors should monitor
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these situations closely and obtain reasonable assurance that manage­
ment has properly identified, accrued for, and disclosed any such 
matters in accordance with FASB Statement No. 5.
Accounting Issues and Developments
Joint Ventures—Accounting by the Investor
By combining resources with one or more other contractors, a contrac­
tor may be able to bid and complete larger, more complex construction 
projects. Contractors may also move into geographic areas by forming 
joint ventures (JVs) with contractors in those areas. Some JVs are 
designed and created for bidding, negotiating, and performing one 
specific project. Other JVs are created to be permanent. The purpose of 
permanent JVs is generally to pool resources and to bid on all contracts 
of a specific type for an indefinite period of time.
Evaluation of Control. In evaluating whether a JV needs to be consoli­
dated, an agreement between the venturers that requires the consent 
of both venture parties for typical corporate actions generally indicates 
neither venturer has control. For example, if a majority holder cannot 
order the sale of assets in the ordinary course of business without the 
consent of its JV partner, the majority owner generally does not have 
control. However, if the JV agreement requires the consent of both 
parties only in the case of a disposition of substantially all assets, an 
action that is clearly not in the ordinary course of business, the SEC 
staff has informally concluded that this provision would not negate 
other aspects of control. The following are some examples of evaluating 
the control situation:
• In one situation, the majority owner did not have the unilateral 
ability to buy, sell, or pledge assets without the consent of its JV 
partner if the transaction exceeded 5 percent of the JV asset base. 
In this case, control was not present.
• In another situation, a 50 percent owner (1) had the tie-breaking 
vote with respect to operating and financial policies of the JV, (2) 
had the ability to acquire and dispose of assets in the ordinary 
course of business, and (3) could dispose of up to 95 percent of 
JV assets without the consent of the JV partner. In this case, the 50 
percent owner had control.
Contributions of Assets. As a general rule, the contributions of assets to 
a JV should not result in gain recognition. However, when cash is 
received by the investor without any commitment for reinvestment,
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gain recognition may be considered acceptable. Under EITF Issue 
No. 89-7, Exchange of Assets or Interest in a Subsidiary for a Noncontrolling 
Equity Interest in a New Entity, such gain should not be recognized 
if the enterprise has an actual or implied commitment, financial or 
otherwise, to support the operations of the new entity. The SEC has 
emphasized that any gain recognition is heavily dependent on a 
careful analysis of specific facts and circumstances. Gain recognition 
would not be appropriate if a significant uncertainty exists regarding 
realization or the enterprise has an actual or implied commitment 
to support the operations of the new entity in any manner. Gains 
may also be recognized to the extent that other near cash, such 
as monetary assets or traded marketable securities, are part of 
the exchange.
Accounting for Income Taxes
In February 1992, the FASB issued Statement No. 109, Accounting for 
Income Taxes, which becomes effective this year. FASB Statement No. 
109 requires an asset and liability approach for financial accounting 
and reporting for income taxes. It requires recognition of (1) current tax 
liabilities or assets for the estimated taxes payable or refundable on tax 
returns for the current year, and (2) deferred tax liabilities or assets for 
the estimated future tax effects attributable to temporary differences 
and tax operating loss and credit carryforwards. Some of the common 
types of temporary differences that may occur in the construction 
industry are—
• Differences in computing percentage of completion. These may 
arise even when a construction contractor uses the percentage 
of completion method for both generally accepted accounting 
principles and tax.
• Differences between the percentage of completion method and 
other methods used for tax purposes.
• Differences due to losses accrued on percentage of completion 
contracts with future losses identified.
• Differences in depreciation methods.
• Differences in accounting for investments in joint ventures, part­
nerships, and other entities.
Auditors of construction contractors should refer to Audit Risk 
Alert—1993 for a more detailed discussion of auditing, accounting, and 
implementation issues relating to FASB Statement No. 109.
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Disclosures—Publicly Held Companies
Management's Discussion and Analysis. SAS No. 8, Other Information in 
Documents Containing Audited Financial Statements (AICPA, Professional 
Standards, vol. 1, AU sec. 550), requires that auditors read such infor­
mation and consider whether it and the manner of its presentation are 
materially consistent with information appearing in the financial state­
ments. As auditors of construction contractors that are required to file 
reports with the SEC read the Management's Discussion and Analysis 
of Operations (MD&A) sections of SEC filings, they might consider 
whether the MD&A includes discussions of—
• The impact of recently issued accounting standards which are not 
effective until some future date. If the adoption of a standard is 
expected to have a significant effect on the insurance company's 
financial position or results of operations, the MD&A disclosure 
should (1) notify that a standard has been issued which the 
construction contractor will be required to adopt in the future, and 
(2) assess the significance of the impact that the adoption of the 
standard should have on the company's financial statements 
(unless this cannot be reasonably estimated, in which case, a state­
ment to that effect should be made).
• Known trends, demands, commitments, events, or uncertainties 
that are reasonably likely to have a material effect on the construction 
contractor's results of operations or financial condition.
AICPA Audit and Accounting Literature
Audit and Accounting Guide
The AICPA Audit and Accounting Guide Construction Contractors 
is available through the AICPA's loose-leaf subscription services. In 
the loose-leaf service, conforming changes (those necessitated by the 
issuance of new authoritative pronouncements) and other minor 
changes that do not require due process are incorporated period­
ically. Paperback editions of the guides as they appear in the service 
are printed annually.
Construction Contractors' Financial Reporting Checklists
The AICPA's Technical Information Service has published a revised 
version of Checklists Supplement and Illustrative Financial Statements for 
Construction Contractors as a tool for preparers and reviewers of finan­
cial statements of construction contractors.
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Technical Practice Aids Publication
Technical Practice Aids is an AICPA publication that, among other things, 
contains questions received by the AICPA's Technical Information Service 
on various subjects and the service's responses to those questions. 
Several sections of Technical Practice Aids contain questions and answers 
specifically pertaining to construction contractors. Technical Practice 
Aids is available both as a subscription service and in hardback form.
*  * *  *
This Audit Risk Alert replaces Construction Contractors Industry 
Developments—1992.
*  *  *  *
Practitioners should also be aware of the economic, regulatory, and 
professional developments in Audit Risk Alert—1993 and Compilation 
and Review Alert—1993, which may be obtained by calling the AICPA 
Order Department at the number below and asking for product number 
022099 (audit) or 060666 (compilation and review).
Copies of AICPA publications referred to in this document can be 
obtained by calling the AICPA Order Department at (800) TO-AICPA. 
Copies of FASB publications referred to in this document may be 
obtained directly from the FASB by calling the FASB Order Department 
at (203) 847-0700, ext. 10.
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